
 
Completing the loop 
The past year has seen at least 10 private equity firms establish new middle market lending 
businesses. Alt Credit Intelligence explores why the sector is so attractive to these managers 
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Private equity firms are jumping at the chance to break into credit amid a surge of investor interest in 
direct lending. 
  
In the last few months, private equity firms including Peak Rock Capital, Thoma Bravo, Sterling Group and 
Capital Dynamics have either hired new credit teams or begun raising capital for new middle market direct 
lending funds.  “An awful lot of capital has flowed into direct lending lately, and private equity managers 
have recognised that this represents an excellent business opportunity for them,” says one New York-
based credit manager. 
  
New entrants to the US middle market have helped push an increasingly borrower-friendly environment 
in the broadly syndicated leveraged loan market, which is undergoing one of the most prolonged rallies 
in years.  Since peaking in early 2016, US leveraged loan spreads have tightened almost continuously. 
According to recent Wells Fargo research, B-rated leveraged loans now trade at an average spread to Libor 
of less than 400 basis points; meanwhile, BB-rated loans trade inside 250bps. 
  
This tightening has continued despite no significant improvement in loan market fundamentals: leverage 
has stayed relatively flat in the past year at a little over 5x debt-to-EBITDA, and the “ratings mix” (the 
proportion of BB to B-rated loans) has shown no signs of improvement. 
  
As of September, Wells Fargo says that over 30% of new leveraged loans are rated B or B-, while 33% are 
rated BB- or B+.  Meanwhile, CCC-rated loans have gradually increased to more than 5% of the market, 
and BB+/BB loans now account for less than 20% of new loan issuance.  The result, naturally, is a search 
for yield among institutional investors. And this typically means a move into less liquid assets, such as 
direct lending loans.  
  
Search for yield 
  
“For LPs who can tolerate illiquidity, middle-market loans can be a natural fit for the credit basket,” says 
Grishma Parekh, head of origination for Carlyle Global Credit in New York.  “Private credit has historically 
offered an illiquidity premium over high-yield loans and bonds, and a stable yield,” she says. 
  
The data appears to bear this out: according to Thomson Reuters LPC, senior middle-market loans 
currently yield just under 6% on average, compared with 5% for broadly syndicated credits. 
  
Institutional investors are sitting up and taking notice: several, including the Sacramento County 
Employees Retirement System and Ohio Police & Fire Pension Fund, have either increased their 
allocations to private credit in the last year, or carved out specific baskets for the asset class.   
 
Catherine Beard, director of research at Blueprint Capital Advisors, says several pension plans have 
rotated their portfolios away from hedge funds and into direct lending in the past year.  “Pension 
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investors like direct lending because it offers attractive relative value without the mark-to-market risk 
associated with hedge funds,” she explains. 
  
Even among those institutions that have not set aside specific allocations for direct lending loans, there is 
increased appetite for these assets.  According to Chris Acito, chief executive at New York-based FoHF 
Gapstow Capital Partners, one popular approach from institutional investors is to broaden the definition 
of “fixed income” or “opportunistic credit” to allow them to include some private credit. 
  
Meanwhile, other investors opt to allocate to direct lenders through their private equity buckets. The 
Florida State Board of Administrators took this approach in July when it allocated $20m to Peak Rock 
Capital Credit Fund II. 
  
The difference in approaches is primarily explained by risk tolerance.  “A standalone private credit 
allocation, separate from fixed income, may allow investors to pursue a broader range of private credit 
strategies,” Acito explains.  “These investors may have higher risk-return objectives than those including 
private credit as part of a fixed income portfolio.” 
  
A second consideration for allocators is credit protection: while middle market loans are illiquid, they are 
typically fully covenanted.  In contrast, around three-quarters of new issue broadly syndicated loans are 
now covenant-lite, according to Thomson Reuters LPC, reflecting a gradual loosening of underwriting 
standards in the sector. 
  
“Given where we are in the cycle, it makes sense for creditors to seek extra protection,” says Parekh. 
  
Completing the loop 
  
This surge in investor interest in private credit is a golden opportunity for private equity managers.   
Since “classic” private equity is all about leveraged buyouts, many see private credit as the next logical 
step.  “To understand private credit, you must first understand private equity,” says one manager. 
Carlyle’s Parekh echoes this sentiment, and points to interaction between the firm’s private equity and 
private credit arms as evidence.  The firm is a classic example of the trend, having launched as a private 
equity firm in 1987, before breaking into mezzanine lending in 2002, and senior direct lending in the years 
after the crisis.  “Having an existing buyout business provided us with a substantial research infrastructure 
and a solid understanding of the regulatory issues associated with middle-market finance, which we could 
then apply to credit,” she says. 
  
A more recent entrant into the private credit market is Chicago-headquartered Adams Street Partners, a 
$30bn manager primarily known for its private equity fund-of-funds business. 
  
In early 2016, Adams Street hired former Oaktree Capital partners Bill Sacher and Shahab Rashid to 
establish a new credit business: Alt Credit Intelligence reported in August that the firm had begun raising 
capital for its first fund, targeting $750m to $1bn for the strategy. 
  
Sacher explains that expanding into middle market credit is a natural fit for the firm, which has 
relationships with over 200 private equity sponsors. 
  
“Adding a credit business completes the loop,” he says. “By adding credit capabilities, we can provide 
capital at every level of the capital structure.” 
  
 



Conflicts of interest? 
  
The issue of whether to lend to companies in which a firm has an equity interest is one that divides 
managers. Some recent entrants into the market – such as Houston-headquartered Sterling Group, and 
San Francisco-based Gryphon Investors – are launching mezzanine funds to make minority junior debt 
investments in their own portfolio companies. 
  
Gryphon founder David Andrews explained the rationale behind his firm’s move into private credit in 
August, when it closed its $100m mezzanine fund: “Over the past few years, a number of our limited 
partners seeking current-yielding investments have asked us about opportunities to participate in the 
debt financings of Gryphon’s portfolio companies. This fund is designed primarily to satisfy that LP 
demand.” 
  
For some managers, this approach makes just as much sense as direct lenders making equity co-
investments.  “Having a credit arm alongside your PE operation can give you a little more direct control 
when bidding for companies, since you have a captive audience,” explains one manager. 
  
However, other players say that lending to PE portfolio companies leads inevitably to conflicts of interest.  
For example, none of Carlyle’s $3.5bn direct lending loans are to companies that it owns through its 
portfolio business.  Meanwhile, Adams Street, as an “indirect” private equity manager, does not lend 
directly to companies in which it has ownership interests. 
  
Gapstow’s Acito agrees with this approach.  “Speaking just as an investor, having debt and equity interests 
in the same company is generally not a good idea,” he says.  “Even in the good times, debt and equity 
holders often have competing interests.” 
  
Deploying capital 
  
The primary consequence of increasing allocations to direct lending funds has been a surge in dry powder 
in the market.  Managers who spoke with Alt Credit Intelligence estimated that there was close to $70bn 
of dry powder looking for middle-market lending opportunities.  “At some point, you have to wonder 
whether there is just too much capital chasing too few deals,” says Gapstow’s Acito. 
  
Beard agrees, and warns that record amounts of dry powder could tempt managers to relax their 
underwriting standards, simply to make sure that deals get done.  “There’s a risk of ‘over-capitalization’ 
in direct lending with so many new players chasing the same trade,” she says.  “We’re already seeing 
increasing leverage, looser protections and tightening spreads.” 
  
However, other managers are still optimistic that there are enough opportunities to deploy capital 
responsibly.  Sacher points out that while there is $60bn to $70bn of dry powder in private credit, the 
figure is much higher – around $300bn – in private equity funds, which will need to be deployed in the 
next three to five years. 
  
Meanwhile, there are around $450bn of maturities coming up in the near future.  “Overall, there is likely 
to be about $1trn of demand for direct lending loans in the next five years,” he says. Parekh echoes this 
sentiment. 
  
“While there is a lot of dry powder in private credit, the technical backdrop is strong. Managers should 
still be able to deploy capital,” she says. 


